ESTIMATED LOSSFORMULA

ABOUT THISFILE
April 1999

This electronic file contains guidance concerning the estimated loss formula. The basic
document on the estimated |oss formulais the Institutional Review Branch (IRB) procedures
memoranda 92-3 issued on March 18, 1992.

On April 3, 1992, a memorandum correcting certain items in the worksheet included in IRB 92-3
wasissued. Also, a second memorandum updating the interest and specia allowance ratesin the
IRB 92-3 worksheet was issued on April 20, 1992. Neither of these memoranda are included in
thisfile. However, the version of the worksheet included in thisfile reflects the updates of both
memoranda.



UNITED STATESDEPARTMENT OF EDUCATION

MEMORANDUM
WASHINGTON, D.C. 20202-
| RB-92-3
March 18, 1992
TO : Institutional Review Branch Chiefs
DFO, Regions | - X
FROM . Clarence Hi cks, Chief

| nstitutional Review Branch, DAPR

SUBJECT: Method of Calculating the Actual Loss to the Departnent
for Ineligible Stafford and SLS Loans

We are providing the attached procedural nenorandum for gui dance
in calculating the estimted actual |oss to the Departnent for
ineligible Stafford and SLS Loans. In addition, Attachnment A
provi des a worksheet to illustrate the fornula to be used.
Software to sinplifY the calculation of the formula is under
devel opment and will be provided to the Regional Ofices within
t he next few nonths.

W believe there are many advantages to using the new actual |oss
formula. This formula wll strengthen the Departnent's
assessnment and collection of programreview li1abilities for
ineligible Stafford and SLS Loans. Pl ease reviewthe

i ntroduction to the procedures nenorandum for nore information.

A few changes have been nade in response to the Regional Ofices’
%onnents. Sonme of the issues raised are addressed on Attachnent

Conmbi ned with appropriate informal fines, this nmethod will not
decrease the overall penalty to schools for inproper

adm ni stration of the GSL Prograns. We believe, In nmany cases,
the new formula will actually increase the Departnent's net
recoveries, and renove the argunent of sone school s that
purchasi ng | oans forced theminto bankruptcy. The attached
procedures nmenorandum gi ves additi onal background and a detail ed
description of the cal cul ation.

The formula is flexible and can be adapted easily to specific
situations. The regional staff have sone discretion in its use.
| t nar not be in the Departnent's best interest to use the
formula in every situation

| f you have questions, please contact Lynda Fol wi ck of ny staff
at FTS 458-7405.

Attachment s



DI VISION OF AUDI T AND EFFECTI VE DATE | RB
PROGRAM REVI EW | MVEDI ATELY 92-3
SUBJECT: Actual Loss Calculation for Ineligible PAGE
Stafford and SLS Loans 1 of 5
PURPOSE

To provide guidance and a fornmula for a sinplified nethod of

calculating the estimated interest, special allowance, and

Eefault | osses to the Departnent for i1neligible Stafford and SLS
oans.

SCOPE

These procedures are to be used only for estimating the
Departnent's actual |osses fromineligible Stafford and SLS | oans
identified by the Departnment for which an institution would

ot herwi se have been required to purchase the prom ssory notes.
This met hod cannot be used to calculate the Departnent’s | osses
for unpaid or late refunds, fraud, or forgery.

This nethod does not incorporate a penalty; it estimtes the
Departnent's actual |osses frominterest, special allowance, and
detaults only. Wen appropriate, the reviewer should al so
propose informal fines per occurrence or recomend that the
Program Conpl i ance Branch initiate formal fine action
commensurate wth the seriousness of the institution's

vi ol ati ons.

BACKGROUND

Regul ations require institutions to repay the Departnent for
l[iabilities they incur in prograns adm nistered by the
Departnent. Because Stafford SLS Loans are nmade with funds
provi ded by | enders and are ﬁuaranteed by State or private non-
rofit guarantee agencies, the liability owed to the Departnent
or inproperly nade loans is not clearly defined. At least, it
shoul d i nclude default clains reinsured by the Departnment and any
i nterest and special allowance paid to |l enders for the ineligible
Stafford | oans.

When ineligible loans are identified, the procedure has been to
require the institution to purchase the promni ssory notes of the
ineligible | oans, which then becone institutional receivables,
and require repaynent of all past interest and special allowance
paid on the ineligible |oans. Assigning the notes to the
Institution causes future interest and special all owance paynents
to cease, and prevents future default expense to the Departnent.

However, estimating the actual |oss the Departnent (interest,
speci al all owance, and defaults) rather than requiring purchase
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of ineligible Stafford and SLS Loans has several advantages.
First, since there is no direct authoritY for requiring a school
to purchase ineligible |oans, assessing liabilities for the
Departnment's estimated actual | osses wll be nmuch nore successful
in adm nistrative and judicial proceedings. It also allows the
Departnent to establish a speciftic receivable anmount, on which we
can pursue collections, including use of the adm nistrative

of f set ﬁrocedure. Requi ri ng schools to purchase ineligible | oans
means that each eligible |loan nust be identified. |If the school
refuses to cooBerate or does not have conplete records, this is
sonetinmes a problem The estimated actual | oss cal cul ation can
be done using data froma statistically valid sanple, because

the calculation requires only the total liability anount.

Finally, it should result in additional recoveries for the
Department, since institutions are nore likely to able to pay
esti mated actual anmount than to purchase an entire portfolio.

This actual |oss fornmula make use of the information provided to
t he Departnent by all guarantee agencies on the annual "tape
dump". The GSL Policy Branch calculated three figures fromthat
information representing the average nunber of days from

1. disbursenent to repaynent (the end of the grace period);
2. repaynent to default;
3. repaynent to paid-in-full.

Because of the differences between school types, these averages
were calculated for three different school types:

1. proPrietary
2. public/private two-year
3. public/private four-year

The average nunber of days is used in the fornula to estimate the
anount of interest and special allowance the Departnent will pay
on the ineligible Stafford Loans for their entire life--past and
future. Please note the foll ow ng:

--Interest and special allowance is estimated fromthe date
of disbursenent up to the date on which the | oans enter
reparnentz and speci al allowance only fromthat date unti
the loan is conpletely repaid or is transferred to the

guar antee agency as a default claim

--When cal cul ating the special allowance costs fromthe date
the | oan entered repaynent to the paid-in-full date, one-
hal f the Frincipal amount of the ineligible loans is used in
the calculation to adjust for the declining principal

bal ance of those | oans over the years. Please see the
attached worksheet for the actual cal cul ation.
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The second part of the calculation estimtes the total defaults
on Stafford and SLS Loans, using the cohort default rate nost
appropriate for the review period. For exanple, if the
ineligible | oans were nmade 1 n 1988 and entered repaynent in 1989,
the 1989 cohort default rate for the school is probably the nost
appropriate. Mre recent review periods may have to use the npst
recent cohort rate as the only available estimate. A different
rate, or nethod, may be used If the reviewer has a better
estimate of the default rate, but any other method nust be

di scussed with IRB, Central O fice before being used.

Attachnment C gives a brief explanation of the fornmula. The

| anguage has been provided for you to incorporate into letters to
school s expl aining the process. The sane | anguage will be

i ncluded on the printout produced by the actual [oss software you
will receive shortly.

The foll owm ng procedure should be used to identify institutional
liabilities for ineligible Stafford and SLS Loans. The actual

| oss forrmula is found on the attached worksheet.

PROCEDURE

A Det erm ne Appropriate Corrective Action

The revi ewer nust make an eval uation of whether the actual |oss
formula is an apPropriate corrective action for the situation.
This method shoul d not be used in cases of unpaid refunds,
unreturned | oan checks for students who never attended the
institution, fraud, or forgery. As a guide, any situation in
which it would be appropriate to allow the institution to
Burchase the prom ssory notes for the ineligible |oans can al so
e appropriate for this nethod. Questions about when to use this
nmet hod should be referred to IRB, Central Ofice.

B. Determ ne The Ineligible Loan Total:

When the reviewer identifies a violation at an institution that
may have resulted in a substantial liability for ineligible
Stafford or SLS Loans, the dollar anmount of the ineligible |oans
shoul d be determned in one of two ways:

a. Require the institution to performa file review of all
student records to identify each ineligible |oan (may
require CPA certification); or,

b. Require the institution to have a Certified Public
Account review a statistically significant sanple of files
and certify the results. The percentage of ineligible

| oans in such a sanple may be reliably extrapolated to the
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total of loans nmade by the institution. |If a statistically
significant sanple shows a 15%r rate of ineligibility, it is
reasonabl e to assune that 15% of all the |oans made by t hat
institution were ineligible.

C. Conpl ete The Actual Loss Wrksheet:

|f total ineligible |oan amount is known gnethod "a"0, enter the
total principal anount of ineligible Stafford and SLS on Lines 4
and 5 of the worksheet. |If extrapolating froma statistical

sanple (nethod "b"), enter the total principal ambunt of Stafford
and SLS nmade in the reV|em1ﬁer|od on Lines 1 and 2, nmultiply by
the error rate, and enter the results on Lines 4 and 5.

On Line 6, enter the cohort or other default rate nost applicable
to | oans made during the review period.

Fol l ow the instructions on the worksheet to cal cul ate the
Department's estimated actual |oss for the ineligible |oans.

Steps 3 and 4 result in an estimate of the total interest and

Epecial al l owance, past and future, for the ineligible Stafford
oans.

Step 2: Estimates the total default expense to the
partment for the ineligible Stafford and SLS. Miltiply
the total of each | oan type by the appropriate default rate.

Steg 3: Estimates the total interest and special allowance
pard on the ineligible Stafford Loans fromthe date of

di sbursenent of each loan to the date the |oan enters
rePaynent. The interest and special allowance factor is

mul tiplied by the average nunber of days between

di sbursenent and the end of the grace period, according to
guar ant ee agency information (by schoo t¥Pe). The result
I's multiplied by the total ineligible Statford Loan anount.

Step 4a: Estimates the total special allowance paid from

€ date each |oan enters repaynent until the date it
defaults. the special allowance factor is multiplied by the
average nunber of days between repaynment and defaul t,
accor |nP to guarantee agency information (by school type).
The result is multiplied b¥ the total ineligible Stafford
Loan ampbunt expected to default (using cohort default rate
i nformation).

Step 4b: Estinmates the total special allowance paid from
the dat

ate each | oan enters repaynent until it is paid in
full. The special allowance factor is nultiplied by the
average nunber of days between repaynent and paynent in
full, according to guarantee agency information (by school

type). The result 1s nultiplied by one-half of the total
ineligible Stafford Loan anmbunt not expected to default.
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Usi ng one-hal f of the total adjusts the calculation for the
decl i ning principal balance of the |oans during the
repaynent peri od.

The results of Steps 2 through 4 are added together to obtain an
fstlnate of the actual loss to the Departnent for the ineligible
oans.

Not e: The cal cul ati on shown on the worksheet has been sinplified
for use by creating a conputer programthat will performthe
cal cul ation autonaticallr. The revi ewer need only enter the
school type, ineligible [oan anount, and default rate. A

di skette containing this programw || be provided to each
Regional O fice within the next few weeks.
D. Contact IRB, Central Ofice

After the worksheet is conpleted, or if assistance is needed at
any stage in the process, please contact IRB, Central Ofice. A
Specialist will help you determ ne whether this nethod is
appropriate, assist wth the cal culation, or, at your request,
performthe cal culation for you.



ATTACHVENT A

ESTI MATED ACTUAL LOSS WORKSHEET—STAFFORD/ SLS LQOANS
4/ 92 — Updated | SA

_ Pub/ Priv Pub/ Priv
Proprietary (2-yr) (4-yr)
Total Stafford Loans
(revi ew peri od) $ S S
2. Total SLS
(revi ew peri od) $ S S
3. Review Error Rate % % %
4. Inelig Stafford (1 X3 $ $ S
5. Inelig SLS (2 X 3) $ S S
6. Cohort Default Rate — __ % % %
(revi ew period)
7. Average Days: disbur- 584 774 969
senent to repaynent
8. Average Days: repay- 418 498 619
ment to detault
9. Average Days: repay- 1659 1580 1712

nmnent to PIF

Step 1--Calculate ineligible Stafford/SLS: |f extrapolating the
error rate, enter total Stafford for the review period on Line 1,
SLS on Line 2, and the review error rate on Line 3. Miltiply
total Stafford/ SLS by the error rate and enter the result on
lines 4 and 5. (Staffordg $ X % X $
(SLS) $ X %X $

Step 2--Pay estinated defaults: Enter the cohort default rate on
Mne 6. Miltiply ineligible Stafford/ SLS by default rate.
gag (Staffordg $ X % X $
b (SLS) $ X %X $

Step 3--Pay estinmated subsidies from di sbursenent to repaynent:
Miltiply the ineligible Staiford by daily TSA factor (. 000247),
then by the nunber of days on |line 7 (average days from di sbur-
senent to repaynent). $ X .000247 X __ days = $

Step 4a--Pay estimated special all owance fromrepaynent to
default- Miltrply the tneltgible Stafford by the cohort default
rate to get the ineligible [oan anbunt expected to default.
Mul tiply this amount by the daily special allowance factor
§.0000273), the by the nunber of days on line 8 (average days
romrepaynent to default).
$ X % X .0000273 X __ days = $

Step 4b--Pay estinmated special allowance fromrepaynent to PlF:
Subtract the result of bteP Z fromtotal Tneligible Stafford to
obtain the ineligible Stafford not expected to default. Miltiply
one-half of the result by the daily special allowance factor
§.0000273), then by the nunber of days on line 9 (average days
romrepaynent to paid in-full).
S - $ ] X .0000273 X _ days = $

Step 5--Determne total estimated liability: Add the totals in
steps 2(a), 2(b), 3, 4(a), and 4(Db).
$ + $ + $ + $ _+ $ =$




ATTACHVENT B — REG ONAL COWVMENTS

A copy of the regional comrents is not included in this
el ectronic version. To obtain a hardcopy, contact the

Performance | nprovenment and Procedures Division at (202) 708-
8197.



UNITED STATESDEPARTMENT OF EDUCATION

MEMORANDUM
WASHINGTON, D.C. 20202-
JUL 17, 1996
TO: All Regional Directors and Institutional Review Branch Chiefs

THROUGH: BonnieLeBold, Director, ROD
Howard Fenton, Director, IMD

FROM: Shirley Brown, Acting Chief, IRB/IMD
SUBJECT: Estimated Actual Loss Calculations

As many of you know, the Department’ s formula for determining its estimated actual 1oss
onineligible Stafford and SLS loansis playing an increasingly prominent role in
administrative hearings involving program review and audit review determinations.*
Several opinions recently issued by hearing officials suggest that the Department must use
estimated actual lossin ineligible |oan cases,? or that where the Department considers
purchase of ineligible loans from the holders to be the proper remedy for noncompliance
by the school rather than payment of the estimated actual 1oss on those loans, the
Department should do so pursuant to standards for making this decision and should
conduct an analysis to justify the choice.® In response to this increased attention, IRB
Headquarters has begun to work with other Departmental offices to consider possible
revisions to the estimated actual loss formula so that the formula fully and accurately
reflects the government’ s true costs on ineligible loans. However, since it may be some
time before a new version of the estimated actual |oss formula can be developed and
disseminated, IRB Headquarters has prepared this memorandum to provide guidance on
using the existing formula most effectively. This memorandum supplements existing IRB
policy on estimated actual loss, as reflected primarily in IRB Procedure Memo 92-3.

The discussion here will be divided into two parts. The first portion will focus on
guestions that have arisen concerning the existing formula. The second section will

! By using the estimated actual loss formula, the past and future financial damages to the government caused
by school errors with regard to loans are cal culated based on reasonable estimates of the net cost to the
government of payments that have and will be made on those loans, and recovery of those damagesis
demanded from the schooal. In contrast, requiring the school to purchase ingligible loans attempts to transfer
from the government to the school the financial risk of future default and interest rate subsidy.

2 |n the Matter of Morgan Community College, 94-152-SP. The case suggests that the only reason the
Department might fail to apply actual lossis to penalize the institution.

% |n the Matter of Nettleton Junior College, 93-29-SP. The administrative tribunal ruled that the liability
owed by the school would be determined by using the estimated actual 1oss formula on the grounds that
the FPRDL contained “no findings and no analysis to justify the choice made to deny Nettleton’ s request
for application of the Actual Loss Worksheet.” The Nettleton case was affirmed by the Secretary on
February 28, 1995.




address IRB policy on the situations in which estimated actual loss® is to be employed,
rather than requiring loan purchases.

Existing Estimated Loss Formula

First, it has come to my attention that a few regional offices are still using the incorrect
estimated loss factors set forth in IRB Procedure Memo 92-3, rather than the updated
version of the formuladistributed April 20, 1992. Naturally, all regional offices should
ensure that estimated |oss cal cul ations are done using the most current version of the
formula. The current Interest and Special Allowance (“ISA”) daily factor -- used in Step 3
of the formula-- is.000247, which works out to an annual rate of 9%. The current Special
Allowance (“SA”) daily factor -- used in Steps 4(a) and 4(b) of the formula-- is.0000273.
This equates to a 1% annual factor. As always, reviewers should feel freeto contact IRB
Headquarters with any questions concerning these factors or any other aspect of the
estimated loss formula.

Next, the current version of the estimated |oss worksheet contains one line for the
reviewer to enter the amount of ineligible Stafford loans and another line for the reviewer
to enter the amount of ineligible SLS. For the purposes of the worksheet, unsubsidized
Stafford loans and PLUS loans should be treated as SL S loans. Thus, to determine the
amount of ineligible Stafford loans for estimated 10ss purposes, the reviewer first needsto
distinguish subsidized Staffords from unsubsidized Staffords. The line in the worksheet
for ineligible Stafford loans is used only to enter the amount of ineligible subsidized
Stafford.

Another common question concerning the estimated |oss worksheet invol ves determining
which default rate is used in the calculations. Current IRB/IMD guidance on thistopic
indicates only that the cal culations should be based on the “most appropriate” cohort
default rate (*CDR”). This ambiguity created some inconsistency both between and within
the regional offices. For instance, one regional office might use the institution’s most
recent cohort default rate, while another might use an average of the institution’ s three
most recent cohort default rates. In the interest of creating a consistent national approach
on this matter, IRB is now adopting the policy that the reviewer should use the cohort rate
for the period under review whenever possible. Naturally, though, thiswill often not be
feasible given the timing of the publication of the CDRs. By way of alternative, then, the
reviewer should use the institution’s most recent cohort default rate.” The most recent
cohort default rate is generally the best available estimate of future default activity for that

* For the remainder of this memorandum, the estimated actual loss formulawill be referred to as simply
“estimated loss” or “the estimated loss formula.” The term “actual loss’ is also sometimes used to describe
this formula; however, “estimated loss’ is more accurate because the formula only really provides an
approximation of the government’ s true losses, not an exact calculation.

® The fact that the particular default rate employed in the cal culations happens to be under appesl is
irrelevant. The appeal of afinal CDR defers termination of participation in the loan programs for the
duration of the appeal, 34 C.F.R. § 668.17(b)(6), but the Department otherwise treats the published final
CDR asin effect despite the filing and pendency of an appeal.
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institution. Furthermore, using a different default rate, such as the institution’s highest
default rate or athree-year average default rate, could be subject to attack on the grounds
that the institution has been undertaking efforts to reduce its CDR so that future defaults
will not be so high.

Policy on Use of Estimated Loss

IRB Headquarters has also received a number of inquiries from the regional program
review staff concerning the situations in which it is appropriate to utilize the estimated
loss formula. | will now offer some specific guidelines for reviewersin deciding whether
or not to utilize estimated loss.

The general ruleisthat estimated lossis used in lieu of requiring an institution to
repurchase ingligible Stafford or SLSloans. “Ineligible loans’ typically refersto loans that
were issued to ineligible borrowers; however, it can a'so mean loans made to eligible
borrowers in excess of the permissible amounts.®

Notwithstanding the general rule, there remain a number of situations where application of
estimated loss is inappropriate. Specifically:

The estimated loss formula should never be used in cases where the reviewer knows
that al of the loans in question are currently in default. In these situations, requiring
the school to purchase the loans is appropriate because the loss to the government is
known or easily discernible; there is therefore no need to obtain an estimate of the
government’s | oss.

Following the above logic, if the reviewer has a universe of 30 ineligible loans, all of
which are known to be already in default, estimated loss would not be used. However,
if the reviewer has a universe of 30 loans, only some of which the reviewer knowsto
bein default, estimated loss would be used.” In the second situation, the Department
assumes that the losses from the known defaults will be adequately computed and
satisfactorily recouped as part of the estimated loss liability.

The estimated loss formula should not be used in situations where the studentsin
guestion may be eligible for loan relief. Thus, the estimated loss formula should not be
used in cases where the student borrowers may qualify for afalse certification

® Observe the distinction between an ineligible amount or loan, and an amount in excess of the limits on
subsidy. Amounts in excess of the limits on subsidy are not necessarily ineligible loansif the student would
have been eligible for an unsubsidized loan in that amount.

" still, if the amount of loans that are known to be already in default exceeds the amount of estimated default
costs as projected under the estimated loss formula, estimated loss, because it rests on generalized
projections, may understate the net costs that will be incurred on that particular cohort of loans. In this
situation, the reviewer should consult with IRB Headquarters to consider whether to require loan purchase.

3



discharge under 34 C.F.R. § 682.402(e). Likewise, estimated loss should not be used
in cases where borrowers may qualify for a Closed School Loan Discharge under 34
C.F.R. §682.402(d) or 34 C.F.R. § 685.213. In these cases, the Department absorbs
the full cost of the ineligible loan without regard to whether the loans are in default,
including the cost of reimbursing the borrower for any amounts aready repaid by or
recovered from the borrower. The Department thereby acquires a claim against the
school for the full amount disbursed on the loan, and seeks recovery of that full
amount, not merely its default costs.

The estimated loss formulais inapplicable to refund situations because refunds are
made on a student-specific basis and cannot be satisfactorily addressed via alump-sum
payment to ED.®

Estimated loss may be inappropriate in cases where it appears that the institution is
certifying loans that it knows are ineligible. The concern here is that an institution,
aware that the Department typically applies the estimated loss formulato ineligible
loans, may proceed to certify ineligible loans believing that it will be held accountable
for only afraction of the amount disbursed on these ineligible loans. By way of
illustration, IPD recently handled a case involving a school that had previously been
charged with certifying loans for students who were not enrolled on at least a haf-time
basis and were therefore ineligible to receive them. That finding -- and the resulting
liability computed using the estimated |oss approach -- was upheld on appeal by an ED
hearing official; nevertheless, even after that ruling, the school continued to certify
loans to these students. IPD did not use estimated |oss to remedy this post-appedl
misconduct, because IPD concluded that the school continued this violation of
program requirements in the belief that the financial consequences of that misconduct
were minimal when computed solely on net default costs.”

If the reviewer determines that an institution is knowingly certifying ineligible loans,
the reviewer should first consider recommending the institution for afine, limitation,
or termination action. In addition, though, the Department may opt not to apply
estimated loss to the program review liabilities. The reviewer should consult IRB
Headqguarters to determine the best course of action.

Having identified a number of situations where estimated |oss should not be used, | will
also specify one situation in which estimated loss must always be used. In any case that
involves a projection from a statistical sample, estimated oss must be used. In this
situation, the Department does not know which specific students received ineligible loans;

8 Of course, ISA should still be recouped in casesinvolving late or unmade refunds. To calculate ISA in the
refund situation, the reviewer should use the |SA Worksheet prepared by Marvin Weindorff of Region 1V.
Note, though, that Marvin's worksheet can be used only on subsidized Stafford loans; do not use the
worksheet to calculate ISA on unsubsidized Stafford or SLS loans. Furthermore, be advised that the |SA
worksheet is updated regularly; as of the date this memorandum was issued, the most current version of the
worksheet is entitled “isad2396.xIt”.

° This IPD action has not yet been tested by the school through an administrative or court appeal.
4



therefore, instructing the school to purchase the loans would not be feasible and estimated
lossisthe only realistic aternative.

The previous discussion has identified situations where estimated |oss should not be used
aswell as a situation where it would always be used. However, there will of course be a
number of cases that do not fall squarely within the above categories. In such situations,
reviewers should follow the following guidelines. If 10 or fewer ineligible loans are
involved, estimated loss will not be used. When such arelatively small number of loansis
involved, estimates of subsidy and default costs based on generalizations may be
significantly less reliable as estimates of costs with respect to these particular loans, and
purchasing the loansis not overly burdensome to the institution. Furthermore, by
purchasing the loan from the holder, the school acquires the right to collect the loan from
the student; over time, then, the burden to the school is not the purchase price of the loans,
but rather the portion of the loans not collected.

Conversely, if 11 or moreineligible loans are involved, the reviewer should apply the
estimated loss formula. As the number of ineligible loans increases, the burden to the
school in identifying and purchasing al ineligible loans increases, as does the burden to
the Department of monitoring and enforcing compliance with that demand, so it is
reasonabl e to apply estimated | oss.

Because the Department continues to demand in a variety of situations that institutions
purchase ineligible loans from the current holders, there is a need to establish a consistent
policy for calculating the interest and special allowance payable to the Department on
these loans. Some of the review staff have been trying to utilize the | SA workshest,
developed by Marvin Weindorff to calculate |SA on late or unmade refunds, to also
calculate | SA on loansthat are being purchased by the institution. However, although
Marvin's worksheet does function well in the refund arena, it tends to underestimate the
interest and special alowance owed to the Department on purchased loans. Thisistrue
primarily becauseit fails to consider the interest and special allowance paid by the
Department during the period from disbursement to repayment.'® Accordingly, Marvin's
| SA worksheet should not be used for calculating interest and special alowance on loans
that are being purchased by the institution.

OGC has suggested an aternative approach for calculating | SA in the purchase context
which is hereby adopted as IRB policy. To determine ISA payable to the Department on
subsidized loans that are being purchased, the reviewer should multiply the amount of
ineligible loans disbursed by the daily ISA factor from the estimated |0ss worksheet
(.000247), and then multiply this total amount by the appropriate average number of days
from disbursement to repayment.™* This provides an estimate of the |SA the Department

19| n fact, thereis not even afield in Marvin' s worksheet to enter the disbursement date.

! The average number of days varies depending on the type of institution. For a proprietary school, the
number is 584 days; for a 2-year public or private institution, 774; for a4-year public or private
institution, 969. Furthermore, if the reviewer knows the date that the ineligible loan was disbursed and the
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would have paid, based on historical data, for the subsidized period. The school should be
advised that it may investigate the particulars of the situation and determine a more precise
figure. Also, to be fair, the above method should be used only if the loan has already
entered repayment; if not, the reviewer should follow the same general procedure except
that the average number of days from disbursement to repayment should be replaced by an
exact tally of the number of days from disbursement to the issuance of the FPRD.

The above process should be used only for subsidized Stafford loans. For unsubsidized
Stafford, SLS, or PLUS loans that are being purchased, the reviewer should multiply the
amount of ineligible loans disbursed by the daily SA factor from the estimated loss
worksheet (.0000273), and then multiply thistotal amount by the appropriate average
number of days from disbursement to repayment. This provides an estimate of the SA paid
by the Department from disbursement of the ineligible loan to the time that the loan enters
repayment. Because the Department does not pay interest subsidies on these types of

loans, special allowance is the only money recovered directly from the school by ED.*

Finally, some reviewers have inquired as to whether the estimated loss formula also
appliesto Direct Loans. While the formula was specifically designed for use with
ineligible FFEL loans, there is no reason in theory why the formula should not also apply
to schools participating in Direct Lending. However, some modifications to the formula
may be necessary before it can be used with Direct L oans; the SA factor, for example,
would need to be set to “0” for Direct Loans. Accordingly, for the time being, reviewers
should contact IRB Headquarters before performing any estimated loss cal culations
involving Direct Loans.

Thank you for your time and attention to this memorandum. Please feel free to contact
Kenneth Hyde or Jesus Moya of my staff at (202) 708-8701 if you have any questions.

ccC: Mary K. Muncie, Deputy Director, ROD
Harold Jenkins, Assistant General Counsel, OGC
Angelean Torruella, Acting Chief, ARB/IMD
Fred Marinucci, OGC
Steve Kraut, OGC
Phil Brumback, ROD
Mary Gust, IMD
IRB/IMD Staff

date the loan entered repayment, the reviewer should use the exact number of days from disbursement to
repayment instead of the aforementioned averages.

12 Under this option the school purchases defaulted loans from the guarantor by paying the guarantor the
outstanding balance on the loan; that amount includes accrued interest, a portion of which the Department
reimbursed the guarantor under the reinsurance agreement. Payment by the school to the guarantor to
purchase the loan would be remitted by the guarantor to the Department, as would reinsurance payments
received with regard to aloan later repurchased by alender.
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